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COUVI LLI ON, Special Trial Judge: This case was heard

pursuant to section 7463 in effect when the petition was filed.?

1Unl ess ot herw se indicated, subsequent section references
are to the Internal Revenue Code in effect for the year at issue.
Under sec. 7491, the burden of proof shifts to the Conm ssioner
if the taxpayer conplies with the requirenents to substantiate
any item and nmai ntains records and cooperates with reasonable
requests for w tnesses, information, docunents, neetings, and
interviews. The facts of this case do not warrant a shift in the
(continued. . .)



- 2 -
The decision to be entered is not reviewable by any other court,
and this opinion should not be cited as authority.

Respondent determ ned agai nst petitioners a deficiency of
$16, 010 in Federal income tax and the accuracy-rel ated penalty
under section 6662(a) for their 2000 tax year.

The issues for decision are: (1) Wether respondent
properly determ ned gross inconme under the bank deposits nethod
Wi th respect to an activity conducted by Karen L. Kivett
(petitioner), and (2) whether petitioners are |iable for the
accuracy-rel ated penalty under section 6662(a) for negligence
and/ or substantial understatenent of tax.

Sone of the facts were stipulated. Those facts, with the
exhi bits annexed thereto, are so found and are nade part hereof.
Petitioners’ |legal residence at the tinme the petition was filed
was Yaki ma, Washi ngt on.

Respondent’ s determ nation arises solely froman activity
conducted by petitioner. There is no issue with regard to the
i ncone or expenses of petitioner’s spouse, who was a Federal
enpl oyee.

The activity in question was referred to and described as a

“gifting club” operated by petitioner. This club was

Y(...continued)
burden of proof to respondent. Under sec. 7491(c), as to
penal ties, the burden of production is on respondent. The facts
of this case, as recited, show that respondent has net that
bur den.
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characterized by respondent as a “pyram d” wherein participants
contributed noney to petitioner that was deposited in
petitioner’s bank account. As additional participants nade
contributions to the club, the previous contributors would go up
one | evel and woul d nove up again as further contributions were
made. At sone level, not indicated in the evidence, the
participants at the top level received either all or part of the
nost recent contributions nmade at the | owest level. The record
does not show how much or what percentage of these contributions
went to petitioner for her services in conducting this activity.
Respondent was unabl e to obtain any books and records from
petitioner, as she denied that such activity even exi sted.
Respondent determ ned, however, that petitioner realized incone
fromthis activity, and, since no income fromsuch activity was
reported on petitioners’ joint income tax return for 2000,
t hrough a bank deposits anal ysis, respondent concl uded that
petitioner realized net inconme of $72,434 fromthis gifting club
during 2000.

One of the wtnesses at trial was a retired dentist who
participated in the activity during the year at issue. He
partici pated because he was having financial problens and
believed he could realize noney fromthis activity. According to
his testinony, each entry in the club was $2,000, which could be

made by one investor or split anong several investors to make up
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the $2,000. He participated a few tinmes and did receive sone
noneys but was not sure whether he realized any net gains. After
two or three tines, he no longer participated in the activity.

In the notice of deficiency, respondent determ ned that
petitioner’s conduct of this activity resulted in petitioner’s
earning $72,434 during the year 2000. Since no books and records
were mai ntai ned by petitioner as to this activity, respondent
made the determ nati on under a bank deposit anal ysis of
petitioner’s bank account.

Taxpayers are required under section 6001 to keep such
records as may be required to sufficiently establish gross

i ncone. Anson v. Conmm ssioner, 328 F.2d 703, 705 (10th G r

1964), affg. Bassett v. Conmmi ssioner, T.C Meno. 1963-10. If a

taxpayer either fails to keep the required records, or if the
records do not clearly reflect income, respondent is authorized
under section 446(b) to reconstruct incone by a nmethod which

clearly reflects incone. 1d.; Sutherland v. Conm ssioner, 32

T.C. 862 (1959). The bank deposits nmethod is an acceptabl e
met hod of reconstructing income and may be used to establish the

correct anmount of incone. See Mchal owski v. Comm ssioner, T.C

Meno. 1976-192 (and cases cited therein).
Petitioner contends that the unexplai ned deposits of $72,434
are accounted for by $60, 000 she borrowed from an insurance

conmpany during 2000, approximtely $20,000 from anot her insurance
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conpany as a result of an autonobile accident, and approxi mately
$14,500 she received fromher nother. Thus, petitioner argues,
t hese cash sources account for the nobneys respondent contends
were contributions of the participants in the gifting club.

The bank records, exenplified in respondent’s bank deposits
anal ysis, do not support petitioner’s argument. Wth respect to
t he noneys that petitioner clainms she received, those noneys are
credited in respondent’s analysis as nont axabl e recei pts.
Respondent’ s anal ysis further shows nunmerous deposits throughout
the year fromindividuals in anmounts of $500, $1, 000, $1,500, and
$2, 000, thus lending credence that these deposits were intended
for the gifting club.

In dayton v. Conm ssioner, 102 T.C. 632, 645-646 (1994),

this Court hel d:

The use of the bank deposits nethod for conputing
unreported i ncone has | ong been sanctioned by the courts.
DiLeo v. Comm ssioner, 96 T.C 858, 867 (1991), affd. 959
F.2d 16 (2d Cr. 1992). \Wen a taxpayer keeps no books or
records and has | arge bank deposits, the Conm ssioner is not
arbitrary or capricious in resorting to the bank deposits
met hod of conputing incone. 1d.

Bank deposits are prinma facie evidence of incone,
Tokarski v. Conm ssioner, 87 T.C. 74, 77 (1986), and the
t axpayer has the burden of showing that the determnation is
incorrect, Estate of Mason v. Conmm ssioner, 64 T.C 651, 657
(1975), affd. 566 F.2d 2 (6th Gr. 1977). |In such case the
Comm ssioner is not required to show a |ikely source of
i ncone, id., although here she has done so. The bank
deposits nmethod assunmes that all noney deposited in a
t axpayer’s bank account during a given period constitutes
taxabl e i ncome, but the Governnment nust take into account
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any nont axabl e source or deducti bl e expense of which it has
know edge. DiLeo v. Conmm ssioner, 96 T.C at 868.

As noted earlier, petitioner kept no books and records. The
numer ous deposits in her account throughout the year corroborated
the testinonial evidence that indeed a gifting club existed and
that the activity was conducted by and nmanaged by petitioner.

The Court is satisfied that, in the bank deposits anal ysis,
respondent made the proper allowances or credits for deposits
that did not constitute gross incone. Petitioner presented no
docunent ary evidence to disprove respondent’s anal ysis.
Accordingly, the Court sustains respondent’s determ nation that
petitioner realized $72,434 in inconme during the year at issue.

The remai ning issue is respondent’s determ nation that
petitioners are |liable for the accuracy-rel ated penalty under
section 6662(a) for negligence or disregard of rules or
regul ations for the year 1997. Section 6662(a) provides that, if
it is applicable to any portion of an underpaynent in taxes,
there shall be added to the tax an amount equal to 20 percent of
the portion of the underpaynent to which section 6662 applies.
Section 6662(b) (1) provides that section 6662 shall apply to any
under paynent attributable to negligence or disregard of rules or
regul ations or to a substantial understatenent of tax.

Section 6662(c) provides that the term "negligence" includes

any failure to make a reasonable attenpt to conply with the
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provi sions of the Internal Revenue |aws, and the term "di sregard"”
i ncl udes any carel ess, reckless, or intentional disregard of
rules or regulations. Negligence is the |lack of due care or
failure to do what a reasonable and ordinarily prudent person

woul d do under the circunstances. See Neely v. Conmi ssioner, 85

T.C. 934, 947 (1985). Negligence also includes any failure by

t he taxpayer to keep adequate books and records or to
substantiate itens properly. Sec. 1.6662-3(b)(1), Inconme Tax
Regs. Under section 6664(c), no penalty shall be inposed under
section 6662(a) with respect to any portion of an underpaynent if
it is showmn that there was a reasonabl e cause for such portion
and that the taxpayer acted in good faith with respect to such
portion. The determ nation of whether a taxpayer acted with
reasonabl e cause and in good faith depends upon the facts and

ci rcunst ances of each particular case. Sec. 1.6664-4(b)(1),

| nconme Tax Regs. Relevant factors include the taxpayer's efforts
to assess his or her proper tax liability, the know edge and
experience of the taxpayer, and reliance on the advice of a

prof essional, such as an accountant. Drummobnd v. Conmm SSioner,

T.C. Meno. 1997-71, affd. in part and revd. in part w thout
publ i shed opinion 155 F. 3d 558 (4th Cr. 1998). However, the
nost inportant factor is the extent of the taxpayer's effort to
determ ne the taxpayer's proper tax liability. Sec. 1.6664-

4(b) (1), Income Tax Regs. An honest m sunderstandi ng of fact or
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law that is reasonable in light of the experience, know edge, and
education of the taxpayer may indicate reasonabl e cause and good

faith. Reny v. Conm ssioner, T.C. Mnob. 1997-72.

The facts of this case do not support petitioner. She
sponsored an activity for the purpose of generating incone, and
in which she was quite successful. There is little argunent, if
any, that can be nmade for petitioners’ exoneration of this
penal ty, nor have petitioners advanced any argunent. Respondent
is sustained on this issue.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.

Deci sion will be entered

for respondent.




